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TAX-FREE
INCORPORATION
— by Neil E. Harl*
For several years, relatively little
change had been made in the rules
governing the tax-free exchange of
property to a corporation.1  The questions
raised in the 1970s about how to handle
basis allocation between stock and debt
securities had been answered.2  The
problems of distinguishing debt and equity
securities had not been resolved but that
issue seemed to be less of a burning
concern with IRS than it was until the
proposed regulations issued in 19803 were
revoked in 1983 before becoming final.4
The Omnibus Budget Reconciliation
Act of 1989,5 however, has added a
startling new dimension to some tax-free
corporate exchanges:  debt securities issued
in a tax-free exchange are treated as boot.6
Because gain is recognized in a tax-free
exchange to the extent of boot received by
the transferor,7 the 1989 amendment
means there's gain to be recognized in
most cases if debt securities are issued.
The discussion below examines how much
of the value of debt securities issued will
likely be treated as gain.8
Basic requirements.  The funda-
mental requirements of a tax-free exchange
otherwise were left unchanged by the 1989
legislation.  To qualify for a tax-free
exchange with neither gain nor loss
recognized by shareholders on the transfer
of property, two conditions must be
met—(1) the transfer must be solely in
exchange for stock in the corporation9 and
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(2)  the transferors as a group must be "in
control of the corporation immediately
after the exchange."10  This requires that
the transferors of property end up with at
least 80 percent of the combined voting
power of all classes of voting stock and at
least 80 percent of the total number of
shares of all other classes of stock.11  A
shift in ownership of stock among the
transferors after the exchange does not
necessarily deny Section 351 exchange
treatment.12
The income tax basis of stock received
by the transferors of property is the basis
of property transferred, less boot received
and plus gain recognized, if any.13  As
noted above, gain must be recognized to
be extent of boot received by the
transferor.14  In determining the amount of
gain recognized where several assets are
transferred to a corporation, each asset
must be considered separately in exchange
for a portion of each category of
consideration received.15  
If the corporation assumes a liability
of the transferor or takes property subject
to a liability, such as a mortgage, the
amount of the liability is treated as
"money received" and reduces the basis of
stock received.16  If the sum of the
liabilities assumed or taken subject to by
the corporation exceeds the aggregate basis
of assets transferred, a taxable gain is
incurred as to the excess.17  The gain is
allocated among all assets transferred on
the basis of their respective fair market
values with the gain characterized as
capital gain or ordinary income depending
on the nature of the asset to which
allocated.18
Apparently, taxable gain cannot be
avoided by giving the corporation a
personal promissory note for the
difference.19  Such a note appears to have
a zero basis.
Implications of the 1 9 8 9
amendment.  Until the 1989 enactment,
the basis of property transferred was
allocated among the various classes of
stock and securities in proportion to the
fair market values of stock and securities
received.20
The key question is how basis is to be
allocated now that debt securities are
treated as boot.21  There appear to be two
different ways basis could be handled.
Thus far, there is no guidance as to which
represents the IRS position.
Example:  A taxpayer transfers
farmland with a fair market value of
$1,000,000 and an income tax basis
of $800,000 to a newly formed
corporation in exchange for $200,000
of 9 percent, 15 year debentures and
$800,000 of corporate common stock.
Possibility I:  If one were to apply
literally the regulations now in place,
the $800,000 of basis for the
transferred property would be allocated
to the extent of $160,000 to the debt
securities and $640,000 to the stock.
Then the remaining value of the debt
securities ($40,000) would be treated
as boot.
Possibility II:  The other approach
– and the one more likely to represent
the IRS position – would involve
allocating all of the basis of $800,000
to the corporate stock and none to the
debt securities.  Then the entire face
amount of the debt securities
($200,000) would be treated as boot.
With this approach, the basis
available for allocation would be
allocated to the stock up to the value
of the stock.  Any remaining basis
would likely be allocated to the debt
securities, thus reducing the amount
to be recognized as gain under the
"boot" rule.
Quite clearly, Possibility II results in
much less favorable treatment for the
taxpayer.  With stock in closely-held
corporations rarely sold, the added basis to
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the stock is of relatively little
significance.  In both instances, the debt
securities end up with a basis equal to face
value.  That would mean that debt
securities could be redeemed at face value
with no recognition of gain.  Previously,
redemption (or sale) of debt securities
produced the same relative gain as
corporate stock issued at the same time in
a tax-free exchange.
Effective dates. The 1989 amend-
ment treating debt securities as boot is
effective for transfers after October 2,
1989, in taxable years ending after that
date.22  For property transfers by a C
corporation, the effective date is July 11,
1989, unless the 80% test of I.R.C. §
1504(a)(2) is met.23
Advantages of debt securities.
As a planning matter, the key question
now is the importance of debt securities in
accomplishing business and estate
planning objectives.24  In general, there
have been eight reasons for using debt
securities – (1) interest is income tax
deductible, dividends are not (except in S
corporations); (2) debt securities reduce
the amount of investment needed to
acquire control of the corporation; (3) debt
securities provide assured income to the
holders (such as parents in retirement);
(4) interest income is not earned income
and does not affect social security benefits
in retirement; (5) for off-farm heirs, after
the deaths of the parents, debt securities
can provide greater assurance of income,
less fluctuation in principal value and less
right to participate in management than
corporate common stock; (6) for on-farm
heirs, changes in corporate net worth are
magnified as the entire change is reflected
in shifts in value of capital stock
(providing, possibly, greater motivation
and incentive to the on-farm heirs); (7) the
opportunity for redemption of debt
securities at maturity with consequent
removal of capital from the corporation
without treatment as a dividend is greater
than with redemption of corporate stock;
and (8) fixed principal debt securities
represent a way to "cap" or "freeze" the
value represented by the debt securities.
Planning solutions   For some
individuals, a second class of stock
(except in S corporations) may be a
practical substitute for debt securities.
The better alternative, however, may be to
issue debt securities for cash in a separate
transaction.  If sufficient cash is not
available, the necessary borrowing could
be done in advance of incorporation with a
mortgage or other security interest placed
on property transferred to the corporation
if required by the lender.  Then sometime
well after completion of the incorporation
process, the cash is transferred to the
corporation in exchange for debt
securities.  Care should be taken to assure
that the level of liabilities does not exceed
the basis of the property transferred.25
That is a greater possibility with creation
of sufficient cash for later issuance of the
desired level of debt securities.
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